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The Honorable Chairman and Members of the e g

Hawaii Public Utilities Commission
Kekuanaoa Building, First Floor
465 South King Street
Honolulu, Hawaii 96813

Dear Commissioners:

Subject: Docket No. 2008-0083
HECO 2009 Test Year Rate Case
Rate Case Updates — Set #11

Enclosed is the eleventh set of updates to Hawaiian Electric Company, Inc.’s
(“HECOQO”) 2009 test year estimates reflected in the Application, Direct Testimonies, Exhibits,
and Workpapers filed with the Commission on July 3, 2008. This set includes updates to the
following:

¢ HECO T-1 - Robert A. Alm
¢ HECO T-20 — Tayne S. Y. Sekimura

HECO e-mailed the T-1 update yesterday evening, December 22, to the Division of
Consumer Advocacy of the Department of Commerce and Consumer Affairs and on

December 23 to the Department of Defense.

Very truly yours,

e b YT

Enclosure

cc: Division of Consumer Advocacy
Michael L. Brosch, Utilitech, Inc.
Joseph A. Herz, Sawvel & Associates, Inc.
Dr. Kay Davoodi, Department of Defense
Richard W. Carlile, Department of Defense
Ralph Smith, Larkin & Associates
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RATE CASE UPDATE

Ref: R, A. Alm, HECO T-1. Policy Statement

L SUMMARY

Hawaiian Electric Company, Inc. (“HECO” or “Company”) hereby submits updates to its
2009 test year estimates. The primary driver of these updates is the requirements and
commitments specified in the Energy Agreement among the State of Hawaii, Division of
Consumer Advocacy of the Department of Commerce and Consumer Affairs, and Hawaiian
Electric Companies (“HCEI Agreement”). The HCEI Agreement arises out of the Hawaii Clean
Energy Initiative (“HCEI")', and documents a course of action to make Hawaii energy
independent, while recognizing the need to maintain HECO’s financial health in order to achieve
that objective. As explained below, the HCEI Agreement committed HECO to facilitate the
integration of substantial amounts of clean, renewable energy (wind energy in particular) into its
grid and to enable electricity consumers to manage their electricity use more effectively. It also
included certain regulatory changes to allow the Company to better support the initiatives of the
HCEI Agreement.

These rate case updates include certain actions, resource commitments and regulatory
restructuring that the Company will be implementing in the 2009 test year to carry out the
provisions of the HCEI Agreement. The Company also updated its test year estimates according
to other resource needs, corrections and updates to actual costs of which it became aware after
the filing of its application and direct testimonies on July 3, 2008. In addition, as requested by

the Division of Consumer Advocacy of the Department of Commerce and Consumer Affairs

' See HECO T-1, pages 48-49.
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(“Consumer Advocate”), the Company has updated its plant additions and associated rate base,
depreciation and accumulated deferred income tax estimates for t'he 2009 test year.
In these updates, the Company requests the following:

e Establishment of a purchased power adjustment clause to recover non-energy purchased
power agreement (“PPA™) costs, pursuant to Section 30 of the HCEI Agreement

¢ Establishment of a revenue balancing account for a revenue decoupling mechanism to be
effective upon issuance of the interim decision and order in this rate case, pursuant to
Section 28 of the HCEI Agreement

¢ Inclusion of $2.2 million of the HCEI Implementation Studies costs, pursuant to Section
1 of the HCEI Agreement, in the 2009 test year revenue requirement (Rate Case Update,
HECO T-7, page 2), should the Commission not accept the Company’s proposal, to be
filed in a separate application outside of this rate case, to recover these costs in the
Renewable Energy Infrastructure Program/Clean Energy Infrastructure Surcharge
(“REIP/CEI” Surcharge)

* A revenue increase not to exceed $97,011,000 over revenues at current effective rates at
the time of the filing of the application (or $174,348,000 over revenues at present rates at
the time of the filing of the application), as originally proposed in HECQ’s application
filed on July 3, 2008, but considering the revenue requirement impacts of the rate case

updates filed by HECO?.

2 HECO's current effective rates are the result of its existing “base” rates, plus the interim rate increase approved in
HECO’s pending 2007 test year rate case, Docket No. 2006-0386. HECO's revenues at present rates exclude the
2007 test year rate case interimn rate increase surcharge revenues (HECO T-1, page 5).
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With regard to the last bullet, Attachment 2 of the HECO T-23 update shows that, with its
rate case updates, the Company’s revenue requirement in the 2009 test year is $1,966,888,000,
which represents a revenue increase of $100,035,000 over revenues at current effective rates.”
This revenue increase would consist of an interim increase of $75,986,000 and a step increase of
$24,049,000 for the Campbell Industrial Park Combustion Turbine Unit 1 (“CT-17) over
revenues at current effective rates (Rate Case Update, HECO T-23, Attachment 1). This increase
amount would be greater than the revenue increase that the Company originally proposed in its
application filed on July 3, 2008. Settlement with the other parties in this rate case and the final
decision and order may result in certain downward adjustments to the Company’s updated test
year revenue requirement. Should the resulting revenue increase exceed the amount proposed in
its application, the Company agrees that the revenue increase approved by the Commission
should revert back to the revenue increase proposed in the application.

The Company has taken other steps to minimize the impact of its rate case updates. First,
in connection with its proposal to establish a revenue balancing account to be effective upon the
issuance of the interim decision and order in this rate case, the Company prefers not to revise its
2009 test year estimates according to the reduction to its sales forecast. As the HECO T-2 rate
case update explains, the dramatic increase in fuel price in the summer of 2008 and the collapse
of the world financial markets have caused a significant decline in recorded electric sales. This
has caused the Company to reduce its 2009 sales forecast for internal planning purposes.
Incorporation of the sales forecast reduction in the 2009 test year would have driven down

electric sales revenues, offset to some extent by a decrease in fuel expense, purchased power

? Rate Case Update, HECO T-23, Attachment 5 shows that the revenue increase over present rates would be
$176,892,000.
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expense and fuel inventory, and resulted in a net increase of $11,462,000 in the revenue increase
for the 2009 test year (HECO Rate Case Update, T-23, Attachment 1). If the Commission does
not accept the Company’s proposal to establish the revenue balancing account at the issuance of
the interim decision and order for this rate case, however, then the impact of the sales forecast
reduction should be incorporated into the Company’s 2009 test year estimates.

Second, as explained in the HECO T-15 update, the Company is reducing its test year
labor expenses and associated employee benefits and payroll taxes by $1.7 million in view of the
special circumstances and test year impacts brought about by the execution of the HCEI
Agreement during the course of this proceediﬁ g. The Company has calculated this adjustment
based on the sum of the labor expenses in its direct testimonies and the additional labor expenses
in its rate case updates, less the other production operations and maintenance (“O&M”) labor
expenses. It has excluded other production O&M expenses from this calculation since the Power
Supply Department has utilized unbudgeted supplemental labor to perform the functions of
unfilled positions. (See HECO T-7, page 50 and HECO response to CA-IR-71.) In addition,
HECO’s rate case updates have attempted to reflect in its additions to labor expense the
anticipated timing of the filling of the new positions included in the updates, rather than simply
including the annualized labor expense of these new positions regardless of whether the
Company expects to fill these positions at the beginning of 2009.

Third, of the update amount of $3,176,000 for Other Production Operations and
Maintenance (“O&M’™) expenses, $2,220,000 relates to the estimated costs in 2009 for outside

services for the HCEI Implementation Study described in the “D. Giovanni, HECO T-7, Other

Production O&M Expense, Production Inventory” update submitted December 12, 2008. As
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stated in that update, HECO’s strong preference is to recover the costs for the HCEI
Implementation Study through the Renewable Energy Infrastructure Program (“REIP”)
Surcharge proposed in Docket No. 2007-0416. This is the approach agreed upon by the parties
to the HCEI Agreement discussed below. However, the Commission has not yet approved the
proposed REIP (which includes the surcharge mechanism), and will also need to explicitly
approve the HCEI Implementation Study for the costs to be recovered through the surcharge.
Since the other alternative is to include the costs in the 2009 test year, HECO has included the
costs in this update pending approval of the REIP Framework, and the filing of an application
pursuant to the Framework for the HCEI Implementation Study. HECO also stated that it
recognizes that much of the total cost for the HCEI Implementation Study is expected to be
incurred in 2009, due to the need to conduct the study in a comprehensive but expedited manner.
Thus, if the cost is included in the 2009 test year O&M expenses, consideration should be given
to normalizing the test year amount.

The table below categorizes the Company’s adjustments to O&M expenses in its rate

case updates:

O&M Adjustment Expense Impact
HCEI Implementation Studies” $2,220,000
HCEI-Related Labor and Non-Labor $1,665,300
Labor Expense and On-Cost Adjustment ($1,729,000)
Employee Benefit Adjustment to Actuals $873,000°
Other O&M Adjustments $1,345,800

* As explained above, HECO proposes to recover the cost of the HCEI Implementation Studies through the
REIP/CEI Surcharge.

% Of the $873,000 employee benefits amount, $176,000 can be attributed to the HCEI-related labor adjustment as
shown in Attachment 3 of this update.
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II. HCEI AGREEMENT

On October 20, 2008, the Governor of the State of Hawaii, the Department of Business
Economic Development and Tourism (“DBEDT”), the Consumer Advocate and the HECO
Companies (collectively the “HCEI Parties™) signed the HCEI Agreement.6 The HCEI
Agreement resulted from the HCEI, a collaboration between the State of Hawaii and the U.S.
Department of Energy with the goal of decreasing energy demand and accelerating the use of
renewable, indigenous energy resources in Hawaii in the residential, building, industrial, utility,
and transportation end-use sectors. The HCEI Agreement committed HECO to facilitate the
integration of substantial amounts of wind and other renewable energy into its grid and to enable
electricity consumers to manage their electricity use more effectively. It also included certain
regulatory changes to allow the Company to better support the initiatives of the HCEI
Agreement. HECO will be implementing the provisions of the HCEI Agreement in a number of
proceedings before the Commission, including the HECO 2009 test year rate case. The sections
below describe the HCEI Agreement-related items included in the rate case updates.

A. Purchased Power Adjustment Clause

Section 30 of the HCEI Agreement includes the following provision:

o The Hawaiian Electric Companies will be allowed to pass through reasonably
incurred purchase power contract costs, including all capacity, O&M and other
non-energy payments approved by the Commission (including those acquired
under the feed-in tariff) through a separate surcharge.

$ The HECO Companies are HECO, Hawaii Electric Light Company, Inc. (“HELCQO") and Maui Electric Company,
Limited (“MECO™).
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o If approved, these costs will be moved from base rates to the new surcharge.

e The surcharge will be adjusted monthly and reconciled quarterly.

Because this provision calls for the transfer of recovery of these purchased power costs from
base rates to a new surcharge, it is appropriate for the Company to propose the purchased power
adjustment clause in this rate case. (See Rate Case Update, HECO T-22.) HECO is not
removing any purchased power costs from the test year revenue requirement. However, as
shown in HECO-2220 to the HECO T-22 update, HECO is including $175,431,000 of electric
sales revenues at proposed rates for the new purchased power adjustment clause in the 2009 test

year.

The HECO T-20 update explains that the purchased power adjustment clause will
enhance the Company’s financial profile to maintain HECO’s current credit rating which in turn
will enable HECO to support new Hawaii Clean Energy initiatives. A financially stable utility
will be able to invest in new renewable resources, infrastructure to facilitate the addition of new
renewable resources from independent power producers, and conversion of the existing system
to renewable technologies. In addition, the Company expects to enter into numerous new
purchased power agreements for renewable energy. A creditworthy off-taker helps to attract

prospective independent power producers.
B. Revenue Decoupling - Revenue Balancing Account
Section 28 of the HCEI Agreement provides agreements reached between the HCEI

Parties on decoupling. As a result, on October 24, 2008, the Commission issued an order to

initiate Docket No. 2008-0274 to investigate implementing a decoupling mechanism for the



RATE CASE UPDATE
DOCKET NO. 2008-0083
HECO T-1
PAGE 9 OF 31
Hawaiian Electric Companies. The order directed the HECO Companies and the Consumer
Advocate to file a joint proposal on decoupling within sixty days of the date of the order. On

December 3, 2008, the Commission issued an order extending the time for the HECO Companies

and the Consumer Advocate to file the joint decoupling proposal to February 17, 2009.

In this rate case, the Company proposes a revenue decoupling mechanism to be effective
upon issuance of an interim decision and order in the HECO 2009 rate case. HECO will propose
a tariff in this rate case to establish a revenue balancing account that would remove the linkage
between electric revenues and sales, effective on the date of the interim decision and order. This
would implement the provision in paragraph 1 of Section 28 of the HCEI Agreement which
states: “The revenues of the utility will be fully decoupled from sales/revenues beginning with
the interim decision in the 2009 Hawaiian Electric Company Rate Case (most likely in the
summer of 2009).” Attachment 1 to this update provides specifics on the revenue balancing

account proposal.

The decoupling provisions in Section 28 of the HCEI Agreement also call for the
application of a revenue adjustment mechanism based on cost tracking indices that would
provide revenue adjustments for the difference between the amount determined in the last rate
case and the current cost of operating the utility, return on and return of ongoing capital
investment and any changes in state or federal tax rates. The Consumer Advocate and the
Company also agreed that they would work towards a revenue adjustment mechanism in the

decoupling proceeding for later implementation.
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Although the HECO Companies will strive to enable the Commission to render a
decision and order in the decoupling proceeding by the expected date of the interim decision and
order in this rate case, it is not a certainty that the decoupling proceeding will conclude by that
time. In order to ensure that at least the decoupling of revenues from sales takes place beginning

at the issuance of the interim decision and order, the Company proposes the establishment of the

revenue balancing account in this rate case.

Approval of the revenue balancing account in this proceeding is important for another
reason. As discussed in the HECO T-2 update, HECO has reduced its sales forecast for 2009 by
173.1 gigawatt-hours (“GWh”) (2.3% lower than the estimated sales in HECO’s direct
testimonies) due to lower residential use seen in 2008, record high oil prices in mid-2008, a
deterioration in U.S. financial markets and a slowdown in the global economy. The update
pointed out that the University of Hawaii Economic Research Organization’s (“UHERO”)
September 2008 quarterly report stated that the downturn in the U.S. economy and record high
oil prices had taken a huge bite out of the Hawaii tourism industry and projected a 9% decline in
visitor arrivals in 2008 and declines of 0.1% and 0.8% in jobs in 2008 and 2009. Further,
unemployment hit 4.5% statewide in September and October 2008, the highest level since the
months immediately following the attacks of September 11, 2001. Based on the worsening

economic outlook, the Company expects lower sales to continue through 2010.

A reduction of 173.1 GWh in electric sales would reduce electric sales revenues by

$50,490,000 at current effective rates’. An attendant reduction in fuel and purchased power

7 $1,861,751,000 minus $1,811,261,000 = $50,490,000. See Rate Case Update, HECO T-3, Exhibits HECO-302
and HECO-305.




RATE CASE UPDATE
DOCKET NO. 2008-0083
HECO T-1
PAGE 11 OF 31
expenses and fuel inventory would partially offset the impact of the sales reduction.
Attachments 7 and 8 of the HECO T-23 update show the revenue increase over current effective
rates with and without inclusion of the sales forecast reduction. The difference between the two
scenarios indicates that incorporation of the sales forecast reduction into the test year would

result in a substantial increase of $11,462,000 to HECO’s requested rate relief (Rate Case

Update, HECO T-23, Attachment 1).

Decoupling HECO's revenues from sales upon issuance of the interim decision and order
in this proceeding would allow HECO to forego incorporating the sales forecast reduction and its
revenue and cost impacts into its test year estimates. Rather than recover the shortfall in
revenues through the interim increase (or final increase once the Commission issues the final
decision and order), the Company will recover any difference between its approved revenue
requirement and actual sales through a revenue balancing account. However, if the Commission
does not accept the proposal to establish a revenue balancing account in this proceeding, HECO

should be allowed to revise its 2009 test year estimates according to the sales forecast reduction.

HECO is in the process of developing a proposed tariff for the revenue balancing
account. Attachment | to this update provides further details on HECO’s revenue balancing
account proposal.

C. HCEI Implementation Studies

Pursuant to the HCEI Agreement, the Hawaiian Electric Companies are committed to

integrating the maximum attainable amount of wind energy on their systems. “In order to

facilitate a future in which the abundant, sustainable and indigenous wind resources of our
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islands supply a significant portion of the total energy demand on Oahu”, the HCEI Parties
committed to the following:
¢ Hawaiian Electric commits to continue negotiations for the purchase of renewable
energy from Grandfathered Projects and to efficiently complete the Oahu Request
for Proposals for Renewable Energy Projects (“RE RFP”), which are expected to
add up to 235 MW of new clean renewable energy resources located on Oahu.
e Hawaiian Electric commits to integrate, with the assistance of the State to accelerate

the commitment, up to 400 MW of wind power into the Oahu electrical system that

is produced by one or more wind farms located on either the island of Lanai or

Molokai and transmitted to Oahu via undersea cable systems (the “Big Wind”

projects).

The HCEI Agreement provides that Hawaiian Electric is responsible for funding,
constructing, operating and maintaining all land-based connections and infrastructure
improvements to the existing Hawaiian Electric system up to the interconnection point located at
the on-shore termination of the State-owned undersea cable systems on Oahu. The HCEI
Agreement also provides that all necessary engineering, technical and financial studies and
analyses to identify Big Wind project integration and performance requirements, undersea cable
systems requirements, and Hawaiian Electric system modifications, infrastructure additions and
operating solutions (“HCEI Implementation Studies”) will be conducted in a comprehensive but
expedited manner.

To successfully accomplish the objective of integrating renewable energy from the

neighboring islands, minimize curtailment of as-available energy, and extract the most value of a
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Big Wind project, the parties agree to work together on a set of HCEI Implementation Studies® to
identify:

e The technical requirements of and configuration for the inter-island undersea cable
systems to ensure their high availability in order to facilitate the transfer of all
available energy from the wind farm.

¢ The modifications and additions needed for existing Oahu and neighbor island AC
transmission grids to reliably interconnect power from the inter-island high-voltage
DC cables and transmit the wind farm energy to Oahu’s distribution system.

e The energy storage or flexible generation (providing ancillary services and other
attributes such as load following, frequency response, regulation, quick start, fast
ramping) needed to offset the variable nature of the wind energy and to minimize
the curtailment of wind or other intermittent energy project.s.

e The modifications needed on existing generating units (such as cycling conversion,
etc.) to offset the variable nature of the wind energy and to minimize the “spilling”
of wind.

¢ The changes to operational practices and procedures needed to operate the island
grids and integrate their operations with the wind farm.

The HCEI Parties agree to base the design and development of a neighbor island wind
plant(s), the undersea cable systems, and the on-island transmission, generation, energy storage,

and all other infrastructure necessary for the successful integration of the Big Wind projects, on

¥ The parties agree to base the design and development of a neighbor istand wind farm, the undersea cable systems,
and the on-island transmission, generation, energy storage, and all other infrastructure necessary for the effective
integration of the wind farm, on the results of these Implementation Studies.
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the results of these HCEI Implementation Swudies. Thus, the HCEI Implementation Studies,
which consist of numerous coordinated studies and analyses on the various issues and topics to
be addressed (the detailed scope of many components of which are still being developed and
refined), are essential to bring the Big Wind projects on-line. The HECO T-7 update discusses
the HCEI Implementation Studies in detail. The test year estimate of these studies is $2,220,000
of non-labor outside services costs (Rate Case Update, HECO T-7, page 2).

The HCEI Parties agreed that the cost of the HCEI Implementation Studies will be
recovered through the CEI Surcharge (HCEI Agreement, Section 3, page 11). The CEI
S-urcharge is equivalent to the REIP Surcharge that the HECO Companies proposed in Docket
No. 2007-0416.°

Section I1.B.1 of the proposed REIP Framework'? provides that electric utilities may
recover the capital costs, deferred costs relating to software development and licenses, and/or
other relevant costs approved by the Commission of a Renewable Energy Infrastructure Project
(“REI Projects™) by means of the REIP Surcharge. REI Projects include infrastructure pro'jects
that can assist in the integration of more as-available and other non-dispatchable renewable
projects onto the electrical grid than could otherwise be added without such projects. (See
Section II1.B.1.a.ii of the REIP Framework.) On October 22, 2007, the parties to Docket No.

2007-0416 notified the Commission that they were in agreement on all issues and, with respect

? On November 28, the HECO Companies and the Consumer Advocate filed a letter agreeing that the REIP
Surcharge proposed in Docket No. 2007-0416 is substantially similar to the CEI Surcharge and that the REIP
Surcharge satisfies the HCEI Agreement provision that the implementation procedure of the CEIS recovery
mechanism be submitted for Commission approval by November 30, 2008. Because HECO considers the REIP and
CEI surcharges to be one and the same, this update will refer to this surcharge as the “REIP/CEI Surcharge.”

19 Exhibit “B” to the HECO Companies* Reply Position Statement, filed September 17, 2008 in Docket No. 2007-
0416. '
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to renewable energy implementation study projects (under section IT1.B.1.a.ii), the costs would
be recovered through the REIP Surcharge after the Commission approves the study project.

The HECO Companies plan to file a separate application to recover the HCEI
Implementation Study costs through the REIP/CEI Surcharge. Approval of this recovery would
eliminate the need for the Company to increase its test year other production O&M expenses by
the cost of the studies. Alternatively, if the Company does not recover the cost of the HCEI
Implementation Studies through the REIP/CEI Surcharge, it should be allowed to recover this
cost through base rates approved in this rate case. Attachment 1 of the HECO T-23 update
shows that the revenue requirement impact of the HCEI Implementation Studies is $2,452,000.

D. Labor Costs for HCEI

The requirements of the HCEI Agreement will significantly transform the Company in
how it does business and how it will need to be organized. In the 2009 test year, HECO will
need to expend resources for HCEI commitments that it is not proposing for recovery through
the REIP/CEI Surcharge. (However, HECO would be willing to discuss surcharge recovery of
these items should the Consumer Advocate take the position that such recovery is appropriate.)
Ge'nerally, these are labor expenses for new positions and non-labor outside services expenses
required to fulfill the requirements of the HCEI Agreement. The new positions will either be
dedicated or substantially involved in HCEI activities. HECO has already filled some of these
positions. It has also attempted to reflect in the test year the anticipated timing of filling the
HCEI-related and other new positions included in the rate case updates. The new positions

required to address HCEI Agreement requirements include the following:
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Renewable Energy Power Purchase Division — This is a new division in the Power
Supply Services Department created to manage the increasing number of renewable
energy power purchase negotiations. This workload increase has been a direct result of
the increase in recent years in the cost of electric energy generated by fossil fuels and the
subsequent changes in state and corporate policies taken to mitigate this impact through
new renewable energy power purchase contracts. In addition, the HCEI Agreement has
formally incorporated accelerated deadlines and project milestones for many of the
project proposals by these independent power producers (“IPP”). The focus on
integrating up to 400 MW of neighbor island wind energy into the Oahu grid and the
desire expressed in the HCEI Agreement to renegotiate existing IPP contracts that are
based on the avoided cost of fossil fuel will soon add additional demands to the existing
Power Purchase Division. The existing Power Purchase Division will continue as the
Power Purchase Contract Administration Division. This reorganization results in a net
increase of two positions in the Power Supply Services Department.
Renewable Energy Planning Division — This is a new division created to manage the
increasing work load associated with the integration of new renewable energy resources
which is being significantly realized through new renewable energy power purchase
contracts with IPPs.

While the heavy work load of IPP project proposals addressed by the System

Planning and Power Supply Services Departments has been building for several years,

the HCEI Agreement has formally set accelerated deadlines and project milestones for

many new renewable energy IPP projects. The HCEI Agreement focus on integrating up
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to 400 MW of neighbor island wind energy into the Oahu grid, integrating the three Oahu
projects “grandfathered” from competitive bidding, integrating the multiple renewable
energy projects that result from the Oahu Renewable RFP, and integrating numerous
other new renewable energy projects located across Maui County and the Big Island
(such as, among others, two new major wind plant projects on Maui, and a significant
new biomass project and the expansion of geothermal power production on the Big
Island) has dramatically increased work demands on the System Planning Department as
a whole, and most significantly, on the Transmission Planning Division.

The addition of the new Renewable Energy Planning Division results in a net
increase of four positions in the System Planning Department. The new division’s
primary responsibility will be to lead the development of appropriate strategies, methods,
plans, and policies to achieve successful integration of renewable energy projects for
HECO, HELCO and MECO. Their work will include, among other activities:

1.  Assessing the effect of new renewable energy projects on the utility grid and

ensuring the safe and reliable operation of the system;

Developing project performance standards and interconnection requirements;

Developing new and/or modifying existing system operating procedures;

Identifying appropriate grid-side mitigation measures;

Assessing the operational curtailment potential for new resources;

Participating in power purchase contract negotiations with IPPs and advising

senior management and the utility negotiating team on power purchase contract

terms and strategy;

7. Providing utility overview of the IPP project design and construction to assist in

ensuring project compliance with interconnection requirements and power

purchase contract terms;

Moenitoring renewable energy project start-up, testing and performance; and

9. Serving as a technical resource to support utility administration of power purchase
contracts.

A

®©
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To date, this work has been managed by the Transmission Planning Division of the

System Planning Department. However, other important projects and studies that require
the attention of the Transmission Planning Division have been deferred to accommodate
the growing and high priority work demands in support of integrating new renewable
energy resources. Thus, the primary responsibility for this work will be transitioned to
the new Renewable Energy Planning Division so that, in time, the Transmission Planning
Division will be able to address its existing work backlog and refocus on important core
transmission planning activities.
Power Supply Engineering - An additional Project Manager position has been added to
the Project Management Division in the Power Supply Engineering Department based on
a forecasted sustained increase in the project management workload associated with the
projects, programs and studies required to fulfill the HECO commitments made in the
HCEI Agreement. These future projects include projects for the conversion of baseload
generating units to cycling operation, conversion of fossil-fired generating units to
biofuels, and improvements in operational flexibility of existing generating units to
enable increased integration of variable renewable generation onto the HECO system.
Other projects include enabling the cold layup (i.e., long term de-activation) of
generating units and fuel infrastructure additions to accommodate biofuels.
Customer Solutions Department - A Director, Special Projects position has been filled
and has the responsibility of developing the overall strategy to guide the Company’s
efforts to implement demand response programs identified in the HCEI Agreement to

maintain system reliability as the amount of renewable energy increases. The
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requirements and the deadlines included in the HCEI Agreement increase the scope,
intensity, and complexity of work related to demand response as compared to work
identified prior to the Agreement. The HCEI Agreement requires the utilities to explore
the use of demand response as a mechanism to accommodate more renewable energy and
to manage frequency fluctuations resulting from intermittent renewable resources
connected to the grid, and provide a recommendation for such use to the Commission by
December 31, 2009. The Agreement also requires the utilities to allow demand response
to provide a variety of ancillary services and encourage those demand-side ancillary

services if they can be provided more precisely than supply-side resources. (HCEI

Agreement, Section 13, pages 23-24.)

Pricing Division - The addition of a new Senior Rate Analyst is necessary to respond to
the numerous rate initiatives resulting from the HCEI Agreement that cannot be
addressed by the existing staff. In addition to time-of-use rates, inclined block rates,
dynamic program pricing, and green pricing, the HCEI Agreement also includes the

following (citations below refer to the HCEI Agreement):

o Photovoltaic (“PV”’) Host Program (Section 4, The Solar Opportunity, pages
11-13);

¢ Feed-in tariffs (Section 4, The Solar Opportunity, page 12; Section 7, Feed-In
Tariffs, pages 16-17; and Section 19, Net Energy Metering, page 28);

e Revised net energy metering tariff (Section 4, The Solar Opportunity, page
12; and Section 19, Net Energy Metering, page 28);

e Time-of-use rates to encourage off-peak charging of electric vehicles (Section
10, Greening Transportation, pages 18-20);

e Interim time-of-use rates (Section 14, Advanced Metering Infrastructure,
pages 24-25);

e Lifeline rates (Section 14, Advanced Metering Infrastructure, page 25; and
Section 20, Lifeline Rates, page 29);

* Mandatory time-of-use rates (Section 15, Pricing Principles and Programs,
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pages 25-26);
¢ Revenue decoupling (Section 28, Decoupling from Sales, pages 32-33).

Many of these rate initiatives also have timelines, which means that the existing staff is
limited in its ability to postpone work on some initiatives in order to complete others.
The General Accounting Department - A new Lead Corporate Accountant is required to
address the increase in workload as a result of the new commitments arising from the
HCEI Agreement. With the HCEI Agreement, the Company will need to evaluate on a
continuous basis the accounting implications of renewable energy power purchase
agreement proposals. In addition, the requirements under generally accepted accounting
principles (“GAAP”) will necessitate on-going continuous review and assessment of the
contracts, once executed. The HCEI Agreement also contemplates additional rate cases
with changes in the ratemaking model, which may require changes in accounting for
certain transactions, and increases the reconciliation process for the accounts impacted.
In addition, the Lead Corporate Accountant will be involved in transitioning the
Company to the International Financial Reporting Standards (“IFRS”), which the
Company anticipates will be required by 2014.

Management Accounting and Financial Services - A Senior Financial Analyst is being
added to meet HECO’s HCEI Agreement commitments and other requirements including
supporting rate cases and other regulatory proceedings dealing with changes in
ratemaking, new surcharge mechanisms as contemplated under the HCEI Agreement,
new IPP contracts, the evaluation of the bids to HECO Renewable Energy RFP and the

MECO RFP, and various new projects (including advanced metering infrastructure
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(“AMI™), PV Host, interisland cabling, biofuel refinery, asset management, renewable
energy credit (“REC”) valuation and trading, rate restructuring, financing, and feed-in
tariff rates).
Energy Projects Department - In order for HECO to meet its HCEI commitments, the
Energy Projects Department will hire two additional Senior Technical Services
Engineers, beginning July 2009. One of the two Senior Technical Services Engineers
will be assigned to the PV Host program, which is one of the initiatives identified in
the HCEI Agreement. This engineer will be required to conduct site assessments,
develop bid specifications for PV developers, evaluate proposals, oversee construction,
and monitor the PV system performance. The Energy Projects Department's existing
staff is fully allocated to other projects and without this new position the PV Host
program will not have sufficient resources to meet its aggressive schedule land the
expected customer demand for participation. The second Senior Technical Services
Engineer will assist with development of distributed generation (“DG”) projects. DG
units will provide additional quick start generating capacity on Oahu to allow integration
of intermittent wind energy into the HECO system. This engineer will work on the
development of DG units at a number of potential sites, including at military bases. In

2009, the labor expense for this position will be charged to a clearing account for

preliminary engineering for the military DG project. Accordingly, these charges will not

be reflected in the test year O&M expenses.
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Non-Labor Costs for HCEI

In addition to the labor expenses described in the section above, the Company will also incur

III.

of these HCEI-related costs in the 2009 test year is essential to enable HECO to meet its

non-labor outside services costs to implement its commitments in the HCEI Agreement. These

include the following:

PV Host Program (Rate Case Update, HECO T-7, page 45) - $200,000 for system
integration analysis, project site assessment support, program design and legal support for
the PV Host Program.

AMI - $80,300 for a management consultant for the AMI Meter Data Management
System (“MDMS”) (Rate Case Update, HECO T-8, page 5), and $197,000 of research
and development (“R&D”) costs to 1) extend the current eMeter contract into the first
quarter of 2009, 2) select either eMeter or Itron for Phase 2 testing for the remaining nine
months in 2009, and 3) contract with Luminant to continue information technology
support (Rate Case Update, HECO T-14, pages 1-2).

Feed-in Tariff Proceeding (Docket No. 2008-0273) - $115,000 for consulting services to
research and assist in the design of the tariff and to develop the pricing methodology, and
engineering consultants and legal services to support the proceeding.

Decoupling Proceeding (Docket No. 2008-0274) - $80,000 for a pricing consultant to
help design and support a decoupling mechanism in the Decoupling Proceeding.

LABOR EXPENSE ADJUSTMENT

As explained above, HECO will need to increase its headcount in a number of areas to be

able to achieve its commitments in the time frames specified in the HCEI Agreement. Recovery
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commitments in the time frames required. At the time the Company filed its 2009 test year rate
case on July 3, 2008, it could not have foreseen what the HCEI Agreement would ultimately
require and thus could not have included the adjustments explained in the previous sections in its
original test year estimates. During the course of most rate case broceedings, events occur that
cause changes to test ‘year estimates. However, the HCEI Agreement (and the reduction in
electric sales) have had comparatively larger impacts than changes experienced in other recent
rate case proceedings. The HCEI Agreement has also specified a number of initiatives requiring
regulatory proceedings with short time frames. These requirements will tax the resources of all
parties involved in the HCEI activities. Therefore, it is important to facilitate as much as
reasonably possible the processing of these proceedings, including this rate case.

To this end and to minimize the issues regarding labor expenses in this rate case, the
Company is proposing for this rate case only, a labor expense and associated employee benefit
and payroll tax reduction of $1,729,000. The HECO T-15 update explains the time series
regression analysis that the Company used to estimate this amount. (See Rate Case Update,
HECO T-15, Attachment 6.) This adjustment will bring HECO’s test year head count and labor
expenses closer in line with the actual headcount that the- Company is experiencing at the end of
2008. The Company derived adjustments to the labor expenses in the transmission, distribution,
customer accounts, customer service and administrative and general block of accounts and made
corresponding adjustments to employee benefits and payroll taxes (Rate Case Update, HECO
T-15, Attachment 6, page 5). It did not apply the adjustment to production labor expenses since

this area has covered hiring shortfalls by using unbudgeted supplemental labor to perform the

associated work.
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The Company applied these adjustments to the updated O&M expense amounts presented
in the rate case updates of HECO T-8 (transmission and distribution), T-9 (customer accounts),
T-10 (customer service)}, T-11 (administrative and general) and T-16 (taxes), as shown in
Attachment 9 of the HECO T-23 update, and used the results in its revenue requirement runs to
derive its updated results of operations (HECO T-23, Attachments 1-8). The Company is
presenting the labor expense adjustment in this fashion so that it could finalize and submit the
individual witness updates at an earlier date to allow for earlier review.
IV. EMPLOYEE BENEFITS UPDATE TO ACTUALS
HECO’s direct testimony on employee benefits (HECO T-13) estimated group insurance

premium rates for the 2009 test year. Since the filing of direct testimony, the Company has
received actual premium rates effective January 1, 2009 and has updated long-term disability
benefits (-$91,000), FlexPlan credits less prices (+$139,000), and group medical plan
(+$1,152,000) , group dental plan (-$73,000), group vision plan ($2,000) and group life
insurance plan costs (-$259,000). HECO also adjusted the average number of employees
covered by the group insurance plans according to the HECO T-15 update. The resulting
adjustment is a net increase of $870,000 in employee benefit expenses in the test year. (See Rate
Case Update, HECO T-13, Attachment 1, pages 1-2.) In addition, there is a $553,000 increase in
the credit for employee benefits transferred (Rate Case Update, HECO T-11, pages 7-8) in the
2009 test year as a result of the change in employee benefits expenses and changes in labor

charges.
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V. PLANT ADDITIONS UPDATE

In informal discussions, the Consumer Advocate indicated its desire for the Company to
also update its plant additions if the Company were to update its test year O&M expenses. As a
result, the Company has updated its estimates for plant additions and contributions in aid of
construction (“CIAC”) for 2008 and for the 2009 test year. Based on the latest snapshot of its
capital budget and a review of the cost estimates and plant addition dates for the respective
projects, the updated plant addition estimates (as shown on Rate Case Update, HECO T-17, page
5) are $103,523,000 and $288,334,000 for 2008 and the 2009 test year, respectively, a decrease
of $6,697,000 for 2008 and increase of $23,655,000 for the 2009 test year. While the changes to
the plant addition estimates result in a net increase of $16,958,000 for both 2008 and 2009, the
impact of the net increase on the test year 2009 revenue requirement is much lower, as revenue
requirements associated with rate base items are for the return of and return on the investment as
compared to revenue requirements for expenses which cover the costs included in the test year
and associated revenue taxes.

The changes in the plant addition estimates for projects are primarily due to 1) the
addition of new projects since the time of the forecast used in direct testimony, 2) projects that’
were estimated to be completed in 2008 and are now foreéast to be completed in 2009 and 3)
updates in project schedules and cost estimates.

Plant additions in 2009 that HECO initiated after the filing of direct testimony included
projects such as the following:

1) Airport Dist Feeders 2B & 3B (P0001567) for $1,458,836. This project will install

two new breakers at the Airport Substation and two new 12 kV feeders from the
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substation to the Honolulu International Airport. The new feeders will provide an
alternate route for power to the main terminal.

2) Waiau-Wahiawa SW OPGW (P0001644) for $2,653,759. The Waiau-Wahiawa 138
kV transmission line shield wire replacement project consists of the replacement of the
existing galvanized shield wire with optical ground wire (OPGW). The purpose of the
shield wire is to protect the transmission conductors from a direct lightning strike and
dissipate the energy before it causes damage to critical components of the transmission
system. Installing OPGW on the Waiau-Wahiawa line will provide a diverse
communication channel and lightning protection.

3) Halawa-School OPGW (P0001681) for $1,246,101. The Halawa-School 138 kV
transmission line shield wire replacement project also consists of the replacement of
the galvanized shield wire with OPGW. Installing OPGW on the Halawa-School line
will provide a diverse communication channel and lightning protection.

4) Waiakamilo Tsf#1 Replace (PO001691) for $802,287. This project replaces the
existing Waiakamilo #1 transformer. In July 2008, System Operations found metal
particles within the main tank of Waiakamilo transformer #1 indicating a serious
defect.

Examples of projects that HECO originally estimated to complete in 2008 and now

expects to complete in 2009 include:

1) H8 Blr Elec Warm Sys (P0000056) for $1,042,211. Project retrofits Honolulu Unit 8

boiler with an electric warming system boiler water to keep the unit hot, pressurized,

and ready to start up on short notice. This will replace the present practice of
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intermittently firing the unit on oil that results in soot deposits. Keeping the boiler hot
eliminates the pressure and thermal cycles, thus increasing the reliability of the boiler
components.

2) W7 Waiau FWH 75 Replace (P0000484) for $1,040,894. The existing Waiau 7
Feedwater Heater #75 is deteriorated. Replacement of this feedwater heater 1s
necessary for continued efficient, reliable operation of Waiau 7.

3) H9 Honolulu FWH 94 Reb]ace (PO001131) for $825,655. The existing Honolulu
Feedwater Heater #94 is deteriorated. Replacement of this feedwater heater is
necessary for continued efficient, reliable operation of Honolulu 9.

4) Kahe-Permanente 46kV Nanakuli (PO001552) for $2,174,053. This project replaces
12 truss-reinforced poles along Farrington Highway in Nanakuli with 11 steel and one
concrete pole.

The Maunalani Hts Reliab Impvmts (PO001121) 2009 plant addition cost estimate also
increased by $1,030,344 to $1,598,758 because about $1 million of costs were erroneously
forecast as plant additions in 2010 (rather than 2009) at the time the estimates for the direct
testimony were finalized.

CIAC was updated to reflect more current information. The updated in-kind CIAC
estimates are $3,805,000 and $3,998,000 for 2008 and the 2009 test year, respectively, resulting
in decreases of $59,000 and $206,000 for 2008 and for the 2009 test year, respectively. The
updated cash CIAC estimates are $8,945,000 and $8,460,000 for 2008 and the 2009 test year,
respectively. The $2,699,000 increase in cash CIAC for 2008 reflects annualizing the September

2008 year-to-date cash CIAC for the Customer Installation Department. The 2009 test year cash




RATE CASE UPDATE
DOCKET NO. 2008-0083
HECO T-1
PAGE 28 OF 31
CIAC increase of $1,706,000 is due in large part to the addition of the Chevron Electrical
Upgrade project that was not known at the time the estimates for the direct testimony were
prepared.

As a result of the update to plant additions, HECO decreased its depreciation expenses by
$217,000 and its accumulated depreciation by $146,000 in the 2009 test year (Rate Base Update,
HECO T-14, page 9). HECO also accounted for the associated changes to the State investment
tax credit (“ITC”) and accumulated deferred income taxes (“ADIT”) in Attachments 3 and 4 in
Rate Case Update, HECO T-16. However, the incremental impact on ADIT and State ITC was
not separately calculated for the plant addition changes.

VI.  OTHER ADJUSTMENTS
HECO has made other adjustments according to new developments or better information

since the filing of its direct testimony. These include the following:

e Iwilei Fuel Pipeline - This adjustment is a decrease in other production maintenance non-

labor expense of $200,000 as the work will be performed in 2008 rather than in the 2009
test year. (Rate Case Update, HECO T-7, pages 42-43).

e Asset Management Group - An additional $221,800 in T&D O&M labor expenses is
required to fund a new Asset Management group consisting of five employees in the
Energy Delivery Process Area. (Rate Case Update, HECO T-8, pages 6-8). The new
Asset Management group will be responsible for providing recommendations regarding
Energy Delivery’s maintenance and replacement of HECO’s aging T&D assets before
deterioration of these facilities affect service quality and reliability. To address the

impacts of the aging infrastructure and the need to upgrade it, the Asset Management
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Department will provide centralized oversight of the assessment and evaluation of the
performance of the different T&D assets. Using inspection records, test data, age, and
outage history as well as other information available on the asset, the Asset Management
group will evaluate the condition and performance of the asset and provide
recommendations on the maintenance or replacement of the system equipment. The
establishment of this group is consistent with the HCEI Agreement which states that
“maintaining and upgrading the electric grid is essential to supporting reliable, renewable
energy and to using technologies (such as advanced metering) that give customer options
for bettér managing energy use” (at 43).

e Temporary Meter Readers - Estimated expenses for the meter reading expenses were
increased by $353,000 for the cost of six additional temporary meter readers 1} to fulfill
the functions of regular ernployeeé who are assigned to the CIS project through the in-
service date and during the transition period for the new system, and 2) to replace regular
meter readers who will supplement HECO’s current senior field investigator staff to
address the increase in bill inquiries (“BI"), thereby enabling the Company to better and
more quickly respond to customer inquiries. (See Rate Case Update, HECO T-9, pages
1-2.)

¢ Sr. Executive Vice President’s Office — HECO has reduced its labor expenses by

$294,000 to reflect the elimination in the test year of the two positions that made up this
office. Non-labor costs of $63,000 for the office were also removed from the test year
revenue requirement.

e QOahu Electric System Analysis - The Company proposes to increase its test year 2009
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R&D estimate for the Oahu Electric System Analysis by $250,000 based on a consulting
services agreement the Company executed in November 2008 with the University of
Hawaii to perform the study (Rate Case Update, HECO T-14, pages 2-3)."" As explained
in HECO T-14, page 34, the Oahu Electric System Analysis is an R&D project to
characterize, evaluate and formulate controls, storage and interconnection
recommendations with the objective of increasing the Company’s renewable energy
portfolio.

e Rent Expense — An increase of $841,000 in the test year rent expense is due to additional
office space required for 1) HCEI Agreement initiatives which require additional staffing
and new organizations in several departments, 2) additional staffing and new groups for
other organizational change's not related to the HCEI initiatives, 3) relocation of the
Meter Engineering Division due to a water incursion problem in the basement of the
Ward I Building, and 4) reassessment of space requirements for other divisions due to
growth (Rate Case Update, HECO T-14, pages 3-7).

e Ward Plant Repairs — As it is now anticipated that approximately 70% of the Ward
parking structure ramp repairs will be completed in 2008, the Company removed
$440,000 from the test year A&G expenses. Due to the advancement of the Ward ramp
repair, the Company plans to repair the concrete asphalt in the vicinity of the Archer Lane
Guard Shack, as the existing asphalt is significantly damaged and is becoming a safety
hazard to employees. The total estimated cost of this project is $525,000 in the 2009 test

year. (Rate Case Update, HECO T-14, pages 7-8).

"' General Electric is under contract with the University of Hawaii’s Hawaii Natural Energy Institute to perform the
Qahu study.
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VII. CONCLUSION

As discussed above, certain HCEI commitments and other requirements have
necessitated updates to the Company’s 2009 test year estimates. These associated activities will
facilitate the integration of renewable energy into the Company’s grid as called for in the HCEI
Agreement and help maintain service quality and reliability. Therefore, recovery of these costs
is appropriate. To facilitate the processing of this rate case, the Company has taken a number of

measures to mitigate the impact on the 2009 test year revenue requirement and requested revenue

increase.
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The HCEI Agreement addresses decoupling from sales for all HECO Companies (see
pages 32 and 33). The HCEI Agreement identifies two mechanisms that together combine to

implement decoupling from sales:

1. Revenue decoupling: “The revenues of the utility will be fully decoupled from

sales/revenues beginning with the interim decision in the 2009 Hawaiian Electric
Company Rate Case (most likely in the summer of 2009).”
2. Revenue adjustment mechanism (a mechanism to adjust utility rates for trends in input
prices, demand, and other external business conditions that affect utility earnings):
“The utility will use a revenue adjustment mechanism based on cost tracking indices such
as those used by the California regulators for their larger utilities ;)r its equivalent and not
based on customer count. Such a decoupling mechanism would, on an ongoing basis,
provide revenue adjustments for the differences between the amount determined in the
last rate case and:
(a) The current cost of operating the utility that is deemed reasonable and approved
by the PUC;
(b) Return on and return of ongoing capital investment (excluding those projects

included in the Clean Energy Infrastructure Surcharge); and

(c) Any changes in State or federal tax rates.””

! HCEI Agreement, page 33.
* HCEI Agreement, page 33.
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On October 24, 2008, the Commission issued an Order Initiating Investigation and
opened.-Docket No. 2008-0274 (“Decoupling Docket”) to examine implementing a decoupling
mechanism for the HECO Companies. The Order required that the HECO Companies and the
Consumer Advocate submit to the Commission a joint proposal on decoupling that addresses all
of the factors identified in the HCEI agreement within 60 days.’

In meetings between the Consumer Advocate and HECO, it was agreed that HECO
would initiate the revenue decoupling mechanism upon receipt of an interim order in the HECO
2009 rate case by proposing to establish a revenue balancing account (“RBA”) in its HECO 2009
rate case update.

The RBA proposed by HECO would remove the linkage between electric revenues and
sales immediately upon the approval of an interim rate increase in the HECO 2009 rate case as
follows:

1. The target base revenue for the remainder of 2009 (assuming that interim approval is
received in 2009) would be the revenue requirement approved by the Commission in the
interim decision adjusted for the revenue requirements for fuel and purchased power.
This revenue would be allocated by month and prorated within the month of the issuance
of the interim order.

2. The RBA would accumulate the monthly difference between actual recorded electric

revenues and the target revenues, both adjusted for revenue requirements for fuel and

3 Subsequently, in its December 3, 2008 Order in this docket, the Commission extended the deadline for the joint
proposal to February 17, 2009.



RATE CASE UPDATE
DOCKET NO. 2008-0083
HECO T-1
ATTACHMENT 1
PAGE3 QOF 4
purchased power for the period between the date of interim rate relief and the effective
date of final rates.
. The proposed RBA will also reflect the accrual of interest at the rate of the then-approved
rate of return applied to the simple average of the beginning and ending balance in the
balancing account each month.
. On the effective date of the final rates (approved in the final decision and order for this
rate case) the RBA would begin to accumulate the monthly difference between actual
recorded electric sales revenues and the final approved target revenue, both adjusted for
the revenue requirements of fuel and purchased power.
. Itis anticipated that HECO will also establish a process with Commission approval that
would allow the recovery/refund of any under/over collection of electric sales revenues as
reflected in the RBA. An example of such a process is as follows:
a. On November 30, 2009, HECO would notify the Commission and the Consumer
Advocate of: 1) the estimated year-end balance in the RBA based on the
October 31, 2009 balance and the forecasted charges/credits to the RBA,
including interest, for November and December 2009; and 2) the tariff rates that
reflect the inclusion of the estimated recovery/refund of the estimated year-end
RBA balance
b. Based on the assumption that the Commission would have approved a revenue

adjustment mechanism (“RAM?”), the new rates would also reflect the new

revenue requirement developed by the RAM, to be effective on January 1, 2010.




RATE CASE UPDATE
DOCKET NO. 2008-0083
HECO T-1
ATTACHMENT 1
PAGE 4 OF 4
It is HECO’s intention that a RAM will be further discussed in a proposal submitted in
the Decoupling Docket. HECO also intends that the proposal will include provisions agreed
upon between the Consumer Advocate and HECO that will outline the scope and timing for

additional work on the RAM. In the Decoupling Docket, the proposal for the RAM will be

submitted and reviewed per the procedural schedule to be approved by the Commission.



DOCKET NO. 2008-0083

RATE CASE UPDATE
HECO T-1

ATTACHMENT 2
PAGE 1 OF 4

8002/22/Z1 Paluld 'spe(leutd) b1 'd Z By eepdn 60 4-1

00'000'055'2 00'000°ZE0'T (oo'oo0'vey'il] ¢ oo'coo'ess ] (3[py mrpdn asey ejry) jmo) sEpdn -1
(00°000°rir's}
00°'000'956 §
00000022 § LPULM Bia. InouLim
00000'8LL'E 8 WRO UORIMpoLd 1eng + puiM D18.) mogng
00000856 § RO UETIFNPOLd S8R0) IMOIGNS
00'000'002 00°000'002 H SOUAIE BRISING JRI0S 1TOH
0000005 00'000'0s s BuueeuiBu3 epmng SO 130
00°000'v9 00'000'r8 H SupmewiSuzy Addng 1ema g ‘seBeusy pejaid
{00°000'05) $ {n0°000°05) 3 ’ 4 JIpowEs
{00 000'6 0 s (00'c006) € Woney myvein
(00°000'002) $ (o0'000'002Z}  § eutiadid 10) N3 o
00'000'8ZE s 00°000'6ZE $ SOUBUBIUTEYY |4 WURL (1O (9N BYY
00'000°S5 [ 00'000°S5 3 UOMRINWIG UORINPCIY.
00'000°CE 00°000'EE s meuBug oeyos a«o:um
()] 5 (00'000'Z4) [ (v 4 ‘vl TV "PAN 21} LOARIEDD 41D IO
{00'000'c) 3 {00°000°€) $ (#€ 2 'pL "BY "Pdn J-}) SUBUSIERN 1-10 dID)
{00'000" %) [ (00'c00y) $ SIOUOYY 18UBH JB4 0D 4L
{00"000'03) s (00'000°01) s ounyg
{00'000" 15} $ (ooco0'ts)  § woosl| |
00'000'S0L 00'000°501 $ {1ogey-uoN) uorsvg Buuumd ABisul eqemeuey
00000674 00000871 $ {s0qu) uorsng Suiutmg ABieus erqemBLeY
HUUE|
|
00°000'rPs 00°000" ¥t H (g -VON} voEIG ERLN Jemod Aflleu] eiqemBLSY
00'000°19¢ 00°000°19% $ {;0qu) uosKg eFELSING Jemag Allleus N
= TRy
00°000'SF 00°000°GY $ SOSRE PENOH UMD
00000'022C § 00000°02ZZ  § L.ouim Big)
0000000  § Waq w0 Addng Jamod - Apnig uonmuswedLy I39H
o0 § Wi UONede WajkS - ApMS LomMUBLEKILI I3OM
00000006  § wdeq BuuuB] WSIAS - ADMS LOREILEWRNIW] 13DH
00000009 $ daq Ou Apddng Jemog - Apnis uonmuewedw] I30H
00°'000'0¢ s deg | w3 - kpnis 133K
(pui B8 PPN pojy 53 518pdN £-1 "@ON)
NOILINAO¥Hd] 1]
{#} [0] (W) (B} (0] ) [ (v}
{Ldanv
ARSALT WeLND Tred'yuy “pen €2-4)
] “pdn 1) | eapooy] wemp
‘[py seusdx3 ssusdny Rows 1IN0
Leum Bi8.) Joqe] Ym +-12 dI3 sahuryy “sipy
swiy sMpg 113 MM aEpen ey aupy [FEYTE)
aun “wepdiy JogETUaN il wPuLm 818, o A wPUiM B8, nes ) “oN
o0 HIH PHTIOH [IOH | PSWI®H HOH 129H 0/M by 30H O/M ] way jee]




800ZZZ/Z\ PAWNd 'sp(|eurd) -1 "d 2 Tv e12pdn 60 4-L

RATE CASE UPDATE
DOCKET NO. 2008-0083

o
m
Q< T
— M m (00'000'0s) $ |{00"000'Z8) 00°000°ZL $ Tmo: o1 paizoy stusuisn(py) oL s1epdn 04-L
=
= oo 00°000'Z2 $ [r20H = periey usunsnipy) moyang
QO < m - s onpEROseIa; JUSUIEdeQ BOMSS JLOISRD
O G [] obeusy o 101d JMAESRIOS
= A - $ SELUGS WINNSLOY BHIMNG pus RAEUY Bpny JomisS
A o 00'000°ZL O 00'000'ZL 3 spjaId EPRods *ang
3JIAYIS HIAWOLSND 01-L .
©0'000'SYC s [(ooooo'zel) 00'es0sts § (08 *z08 *L08 2w} Moy a1epdn 6-L _
s |mcgng
s MR BUNIKG SHAIDS JIUOIENT
$ sofuayo |ueuked ajay
H asuadxa SJUN00OR SIQMPHIooUN
00 000'tPt $ [toopoo'zer) 8 00°000'SES $ Koo's08 190V - Kuncasy Jawoisns) Mg
20000208 s 00°000'28¢ s {uofpogon g SPICGH 1313) EOE JUNOY]
00'000'E5E s O0D00'ESE  § (sasuadxq Buipeey) i) 706 Juncoay
- $ {vospuadng) | pG Junoaay|
SLINACOOY YIWOLSND] a4l
(eo'00e21) s [(co'000'zze) 8 B0'001'60% t
(dnaug uoweBeusy Jassy ‘INY ‘MBI MOL sizpdn g1
00°009° 122 3 00'008°1ZZ $ dnous juswadrurny Jessy) (NG
00'00F €2 Jobate WG
00°'006'5¥ JeBauupy webay
00°002'82 Jopang
00°00P°95 sopang
00'006'89 ioBuuEN
TERIS WO ATRY| |
00'00E'08 ] wv)
00°00¢ 0% $ 00°00E0 WELNSU0D 1uae DRI
s moygng
] R0u] SWOAISAS (Y oML
3 ru INY 0
3 sabeuey pofoud 1Y 20,
$ JopaIQ INY O
WV
00000201 8 (uvia Bums Wea) ]
00'00Z'6S $ 00'00Z'65 IPIUTY BUNOSRY
0000829 $ 000945 1aBeusyy LoENTEUOD JONBS
“ii]d BULeS WYl
— NOILNGIYLSIO ONY NOISSIWSNVYL| 8-(]
) [ [T [ [ [0} (2) [(]) [El] {q) [{J]
(19’8 WY [(EXE
oAlIeY T RLND “pdn €2-1 (rrgd'viay | (r'ed’yvi uy “pdn £2-L)
serg panq (95 d pdn 1D “pdn -0 aAosy3 JusLng
eIy ipy asusdy '8 "WV "pdn §1-1) 1202 |jnd esuadny 9IRS P
3 Lpum Bia.) 40987 UM jusuganfpy 1-12 12 112 dId ssBuryy “sfpy
ey uounsn{py sojpmg A GIM 180DUG pur aepdn sepdn) wey wun $-1D d12
ury wyeusg “wopdug J0Gwy-ucy 10Gw] Puim Bia. ssusdx3 osx) ayry D ey UM Bia. Auoumsay "oN|
) safojduy 1304 PaNeY [30H | PaIRioH 1304 30H O/M 10Gw) PRV rEATY BOH 0iM g wagy 58]

esusdx3 eaUBUGURW pUB SUCRLad() -
vedun juewannbay snusaey




BOOZ/ZZ/T L Palund ‘spc(tewd) -t 'd ¢ 1w e1epdn 60 1-1

o

pedw) Juswaiinbay anuaray

Lan]
m S
=<
58
as N
BN = ]
U 0 N < 00'000'118 s {ozosze ‘010926 ‘0000268 BTV} Mol mEpdn €1-)
@.Hu 4 m 4% $ $1-1 U1 0} peiuncaoe 8| S1il) 0Z0SZE WNGOOY (Morgng
p—
m = T,. ja s} w 00000800 § 010928 wnoaay cigng
ﬁ @ {00'000'9€) $ (00 00g"9%} s {zd 'L my "pdn £4-4 091 SHH) J0qw1
m Q < 0O000'PY0 &
T C C T G 00'000°€8 $ 00°000'€8 $ {z'd"1 v "pdn £1-1 20qET-UCN SHH) LOERSURUPYSSYIC
M o o = A {oo000'652) 8 (o0'000'852) ¢ 4E)d BIUBINIU] Bl 4nauD)
D H A [a 000002 3 00'000'2 [] uB)g UorsiA dnougy
{ooo00'sd) s (00'000'EL) s uRlg ([BUBg dnasp
00000Z58'L  § 0000025 § UBjed 1801y dnaun)
00'000'6E+ [ 00'000°6E - 5 00114 £$97 PRI X4
DI05Z6 1oy,
00 000 16) (00'000'1 6} $ 000528 RNV (NGNS
00'000' VLT (00'000'48) $ sypueq Aimqesiq uuar-Suo )
{00'000"221) 0000022 § [locopaz) s - $ SILSE PUR LOISUR SO
IDO5ZE noy| gy-1f
fooooo'ses) s ‘226 128 '026 WR2V) (9101 BEpdn 15-1
(00000°€55)  §
(00'000'€SS) $ {00'000%€SS) §
{00'000'¢1H) $
(00'000'51) $ (00 000°S1) s
00'000'EYZ $ 1 Z6 Wno2y mogng
00000' L $ 00'000'1 b $ 500 pajasd epng i 1 evesoy)
(00" 00¢ £9) $ {o0"000°ca} [ 8010 DOD/ATS 0) S1300 JOGR-UOU 10} BSESINS]
00°000°6HL  § 00000’} s 1BYI0D [ U-PRe.] 10) ;] WEHNSUOD U) BSRANU|
00'000°08 H 00°000°02 s 14200 BUIANOO() J0) S IURINSUCS Ul 9SPROU]
00°000'001L s 00'000'00% s S ) 10 K98 JURNIUCS W SEPRIDY]
TOq6T UGN - 605UB0X T D ¥V - 128 Tunoov|
(00°000'8%) $ loZ6 tuncaoy maygng
(00000 vZ) < (00"000'#2) [ {peusjap o) esuadxe woy)) ebumy toqu pefoud eyng ¥H
(00°000°25) $ (00'000°25) $ {suoneod Z) Z - 1# 5 - foid S4M 98
[Gooooza) s loooo0ze)  § (suonrsod £) £ ~ Ly 3-oId CNSIWeN Q100 S AM Aeq
00000 s 00000 $ Za 1eauibus - spefosg Afileu3
000007 00'000'F s w - spefoud Afuoug
00'000°8L 00°000'9L $ Jedeuy ey g
0000’81 1 $ 00°000'81L $ 1e5eumyy Buiuuely ejmiodicy
00°000'9L $ 00°009'9 $ JUFHNFUD) BUONEBY [BIISHDUL
0000025 00'0007% $ yaAeUy [EouRug g
©0'000'9 00°000'ce s y epodicn pee
(00'000°05) s {0C'000'95) $ {Are18085) BOWO dAT IS
(00'000"'8€2} [ (00'000'8EZ) [ {(eanoex3) SOWO dAT S
{rt-L €1-L “11-1) TVHINID GNV AILLVHLSININGY|
() [0} [0} (u) © [ (9) (p) (2} {q) {=}
. {L"d% v (1°d"g v
A0 T JusLnY "pdfy £2-1) pedviaw | GEd bRy “pdn £2-1)
] {g<d “pdn 2-1) “pdn -4 saf3ay3 Jueimy
sEmaY “fay esusdy ‘9 v "PAN G1-1) 1500 Iind etuade) shpg 10l
) TPum BI1E) 10GW) \IM wounsafpy 1-12 19 119 19 seBusyd “sfpy
susy wsugsnfpy RHpIGg 1-12 YHM 1300-uQ pus ezpdn aEpdn way aury 12 12
wur Nyouen “wycun JOqEFuoN Ioqny S Bra. ssusdy ] ene) sy <Putm Big., Auowpse) “oN|
el Aoy 12334 PO [IDH | paRey 30H 139H OiM ol PPV ] H0H OIM g wey N
dg Jujew pus do -




DOCKET NO. 2008-0083

RATE CASE UPDATE
HECO T-1

ATTACHMENT 2
PAGE 4 OF 4

800Z/Z2/Z} PO 'SX(jButd) -4 *d Z WV e1epdn 60 L-L

__m By “pdn £2-1)

(g5 d'a av “pdn
S1-4) A(REZ'R = PR X9 0uked M) XU OMRY parEHOERY

LAY

000°262°28 = (2
‘Y pdn €2-L) £L0'E25°LS
(1500 JIng) evuadxy
W30 - (10E2-003H)
9Lg02s"1$ 40 (10D
N4} esuedxa WRo {£)
YelotpeBen
= DOL'4SZ'ZS {2}
BePr3eiel
= 00L'25Z°Z8 {1
00°008'SYE"L H 00'00L'452'E s 00'000°LZET $ CO00L'PLEE  §
w20 i efunyy
{60'000'05Z'L) $ imol
{00'000'952) $ (s "d 10£1-023H "'10) pezyERULY |-10 1dD
00'000'SZ4 $ L 'd LOEI-003H “10) 150D sBrisay |-13 1dD
00'000'B65°Z) (00'000°865'2) $ 1 'd ‘Z04-023H " 10) 1890 IiN4 J1D
00°000'68Y | 00'000°68Y S (s d '20.-093H “10) 120 1D ||
g &) D o&vg 10 J0F SIPY|
00000°sSH b $ 00'600° 122 oo'ooTve'E  $ (266" 1€6'7086 020926 DIOIZTE'000IZ6'ZZ6' 1 26'028
KIIY) 9PV MoL
o0RgaReY'E  $ (ZE6 '$£6 ‘Z0LS 8300V) (o) s1epdn py-L
00°000'0Z1 S 7T6 wnodoy mogng
00°000°01 F 00°000'0L s pRIuc i eurpITW B
00°000'SZ ] 00°000'52 $ PEQL0D BouBLEjUrEW Bupsseonid Yoy
00'000°525 5 00°000'52% $ pajoud pred eseg e
(00 000" 0F ¥} 3 (oo'oo'ary & wiyedas dwer ainpnns SupgRd pEm
B [E18U8S) JO EoUEIBG e -
000003 ¥8 00°000°Hv8 [] LE6 oy [EIsgng
00000 65 s E£O¥ PUB 'ZD *L0¥ B8NS 8SNOWEINM
00000 552 s 089 PUT 059 009 STUNS ddD
000000l S 6562 PUR 0262 SRpng LGSV
00°000' L5 s 804 PuU GO} sounS
To%is] Aq) GEUAAYT TUBH - (55 TINZaY
00000°Lry  $ [z0g6 unoacy mowng
00°000'05Z 00'000'062 s
s1sdjpuy weyeis oupe)3 eQ - sebajeds gyy wey-Buol seng
$ 00°'000' 61 s Tryy - ABooutpes meN Q pus doreaag
TEEUGAXT [aIGU02) S5 - S0RB WIN0oY | wi-i
[ 7] {p) )
[
safoey3 Weany (v’ d'ri uv “pdn €2-0
seqeg jouig “pdn ¢-1) sAfSaU3 puauny
"y ssusdg 1803 |Ing sapug oauq
10691 M +-13 d19 [
sway =12 NIM aupdn L Raial
sy Sum Big. e ] wPUIM Big. oN
1830 130H QM PRY 3OH O/M way ETC

osuedxy o3uBus)ule puUe suopeiad -
peduy Jyawannbay anuaaay




Hawaiian Electric Company, Inc.

RATE CASE UPDATE
DOCKET NO. 2008-0083
HECO T-1
ATTACHMENT 3

PAGE 1 OF 1

Apportioning the Total "Employee Benefits Adjustment to Actuals” to HCE! Related Labor

Position Description

Testimony #

# of
Positions

Renewable Energy Power Purchase Division

T-7

Renewable Energy Planning Division

Photo Voltaic Engineer

o

Project Manager , Power Supply Engineering

o

Director of Special Projects

T-10

Lead Corporate Accountant

T-11

Sr. Financial Analyst

n

Sr. Rate Analyst

EEY EEY I pEEY pEEY Y NN S

Energy Projects - Engineer #1

Total Employee Count

12

Mult.

Estimated Benefit Cost per Employee (Rate Case Update, HECO T-15,

$14,700

Attachment 6, page 6)

Apportioning the "Employee Benefits Adjustment to Actuals” to HCEI Related Labor $176,400

12/22/2008
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RATE CASE UPDATE
Ref: T. Sekimura, HECO T-20, Rate of Return on Rate Base
As explained in the HECO T-22 Rate Case Update, HECO proposes a purchased power
adjustment clause. The purpose of the purchased power adjustment clause is to enhance the
Company’s financial profile, to maintain HECO’s current credit rating which will enable HECO
to support new Hawaii Clean Energy initiatives. A financially stable utility will be able to invest
in new renewable resources, infrastructure to facilitate the addition of new renewable resources
from independent power producers, and conversion of the existing system to renewable
technologies. In addition, the Company expects to enter into numerous new power purchase
agreements (“PPAs”) for renewable energy. A creditworthy offtaker helps to attract prospective
independent power producers.
HECO 1s proposing the purchased power adjustment clause pursuant to Section 30 of The Energy
Agreement among the State of Hawaii, Division of Consumer Advocacy of thg Department of
Commerce and Consumer Affairs, and the Hawaiian Electric Companies, (“Energy Agreement”)

executed on October 20, 2008. This agreement, which resulted from the Hawaii — U.S.

Department of Energy Clean Energy Initiative, includes the following provision in Section 30:

o The Hawaiian Electric Companies will be allowed to pass through
reasonably incurred purchase power contract costs, including all capacity,
O&M and other non-energy payments approved by the Commission
(including those acquired under the feed-in tariff) through a separate
surcharge.

o If approved, these costs will be moved from base rates to the new surcharge.

o Thé surcharge will be adjusted monthly and reconciled quarterly.
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As discussed in HECO T-20, the long-term, fixed obligation nature of purchased power
obligations negatively impacts the Company’s credit quality. One measure of how investors
view purchased power obligations is the “imputed debt” calculated by credit rating agencies.
Although none of the Company’s existing PPAs appear on the Company’s balance sheet as long
term obligations, credit rating agencies “impute debt” for these long term obligations. Standard
& Poor’s (“S&P”) provided the following explanation for “imputed debt™:
We adjust utilities’ financial metrics, incorporating PPA fixed obligations, so that
we can compare companies that finance and build generation capacity and those
that purchase capacity to satisfy customer needs. The analytical goal of our
financial adjustments for PPAs is to reflect fixed obligations in a way that depicts
the credit exposure that is added by PPAs. That said, PPAs also benefit utilities
that enter into contracts with suppliers because PPAs will typically shift various
risks to the suppliers, such as construction risk and most of the operating risk.
PPAs can also provide utilities with asset diversity that might not have been
achievable through self-build. The principal risk borne by a utility that relies on
PPAs is the recovery of the financial obligation in rates.
Since S&P has been most transparent in its explanation of imputed debt related to purchased
power expense, the Company takes the imputed debt as calculated by S&P into consideration in
determining its capital structure. S&P calculates the present value of the total fixed payments
over the life of the contracts, using the Company’s average cost of debt as the discount rate (6%).
It then determines a risk factor to apply to the contract to reflect the riskiness to the utility based
on the terms of the contract and assurances of cost recovery.”? S&P currently assigns a risk factor
of 50% to HECO’s firm capacity PPAs. The risk factor is applied to the present value of the

fixed payments under the contract to calculate the imputed debt:

Risk Factor x Present Value of Fixed Contract Payments = Imputed Debt

! Standard & Poor’s Methodology for Imputing Debt for U.S. Utilities’ Power Purchase Agreements dated May 7,
2007, filed as HECO-2013.

2 In addition, in 2007, S&P revised its methodology of calculating imputed debt to include “evergreen treatment”
and “all-in energy pricing” of power purchase agreements. See pp. 34-35 of HECO T-20.
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The ratemaking treatment of purchased power expenses impacts S&P’s view of the purchased
power obligations. S&P assigns a 50% risk factor to PPA fixed costs that are recovered in base
rates established in the utility's rate case. S&P views this type of mechanism as generally
supportive of credit quality, but is also concerned that the utility will need to litigate the right to
recover costs and the prudence of PPA capacity payments in successive rate cases to ensure
ongoing recovery of its fixed costs. The imputed debt for HECO’s existing PPAs at the end of
2009 is $424 million based on a 50% risk factor (see HECO-WP-2016, p. 14 of 18). The amount
of imputed debt has significant impact on HECO’s credit rating. S&P states: “The [HECO]
consolidated financial profile is ‘aggressive’, reflecting in part the very heavy debt imputation
Standard & Poor’s Rating Services applies to HECO for its long-term power purchase
agreements.”
S&P indicates that it will employ a risk factor of 25% in cases where a regulator has established
a power cost adjustment mechanism that recovers all prudent PPA costs, because the recovery
hurdle is lower than it is for a utility that must litigate time and again its right to recover costs.
(See HECO T-20, p. 35 and HECO-2013.)

The imputed debt for HECO’s PPAs at the end of 2009 is $212 million based on a 25% risk
factor (see HECO-WP-2016, p. 14 of 18).

If the proposed purchased power adjustment clause is approved and results in a 25% risk factor
assignment by S&P, there would be a $212 million decrease in imputed debt.

The reduction in imputed debt would improve HECO’s financial ratios as viewed by S&P or can

create room to accept more imputed debt from renewable PPAs, or some combination of the two.

* See Standard & Poor’s Summary: Hawaiian Electric Co. Inc. dated November 26, 2008 (Attachment 1 of this
update).
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An improvement in the debt/total capital ratio, which would move HECO toward being able to
support its current credit rating, would still result in a rating implied by that ratio that is below
HECO’s current credit rating. S&P has indicated numerous times over the past few years that
HECO’s current financial ratios are weak for its current credit rating of BBB. In its
November 26, 2008 report on HECO, S&P states:
The stable outlook reflects our expectation that, for now, HECO appears to have
reasonable but not certain prospects for maintaining its existing financial profile,
which is weak for the rating. Multiple near-term challenges face the company and
include the uncertainties of the cost and feasibility impacts of the CEI, the
potential for significant reduction in electric sales in 2009 (due to economic
. contraction, energy efficiency initiatives, and customer response to high prices),
and a recent softening in leading economic indicators. These challenges suggest
that a negative outlook or downward revision to the ratings could be possible over
the outlook horizon, as further weakening in the financial profile will not support
ratings, and near-term business risk will be elevated until the particulars of the
CEI are in place and prove to be supportive.*
As shown in response to DOD-IR-54, Attachment 1, page 8 of 8 (included as Attachment 2 of
this update), at the 50% risk factor, HECO’s total debt/total capital ratio is 56% which implies a
below investment grade credit rating of BB+ (two notches below HECO’s current credit rating of
BBB) for the total debt/total capital ratio. At the 25% risk factor, HECO’s total debt/total capital
ratio would be 51%, which improves the implied credit rating to BBB- for the total debt/total
capital ratio; however this implied rating based on the total debt/total capital ratio is still one
notch below HECO’s current credit rating of BBB, and just above non-investment grade credit

rating. A reduction in risk factor would improve the total debt/total capital ratio which will help

move HECO’s financial profile to be more supportive of its current credit rating.

* See Standard & Poor’s Summary: Hawaiian Electric Co. Inc. dated November 26, 2008 (Attachment 1 of this
update).
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Further, HECO anticipates increases in its actual debt as well as imputed debt as a result of
numerous pending and contemplated long-term arrangements. In addition to imputed debt

related to PPAs, S&P also imputes debt for all operating leases. Pending arrangements with their

respective associated imputed debt include the following:

Agreement Imputed Debt
AMI Sensus Lease (Docket No. 2008-0303)° $8 million
Dr e Sondy G ST |4 i
Honua PPA (25% risk factor)’ $2 million
Sea Solar PPA (25% risk factor) $28 million
Kahuku Wind PPA (25% risk factor) $4 million

Other contemplated arrangements which will likely result in additional imputed debt include the

following:
Agreement Imputed Debt
100 MW As-Available RFP $10+ million
Wind Purchased Power from other islands $50+ million
Feed-In Tariffs Undetermined
PV Host Undetermined

A decrease in imputed debt resulting from a decrease in S&P’s risk factor assignment to
purchased power may allow the Company to accommodate the anticipated increase in actual debt

and imputed debt without degrading its financial profile and existing credit quality.

’ The Sensus arrangement is deemed an operating lease for accounting purposes. See p. 22 of the HECO
Companies’ Application in Docket No. 2008-0303.

® The DSG Agreement with the State of Hawaii, Department of Transportation, Airports Division is an operating
lease for accounting purposes.

7 Estimated imputed debt using 25% risk factor for as-available contracts because the proposals are based on energy
payments only which are requested to be fully recovered in the existing Energy Cost Adjustment Clause.
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In summary, although the implementation of a purchased power adjustment clause is expected to
improve the Company’s credit quality, it is not expect to result in a credit rating improvement.
Rather, the improvement in credit quality will help the Company to maintain its existing credit
rating. To serve ratepayers as contemplated in the Energy Agreement as well as meeting normal
service requirements, the Company is anticipating increases in actual debt and imputed debt.
Any improvement in credit quality will be diminished to the extent that any decrease in imputed

debt is offset by increases in actual debt and imputed debt.
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STANDARD

&POOR'S

My Credit Profile
Hawaiian Electric Company, Inc., HI - ‘BBB/Stable/A-2’

Table of Contents

_Rationale

__Outlook

Summary: Hawaiian Electric Co. Inc.

Publication date: 28-Nov-2008

Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009;
anne_selting@standardandpoors.com

Rationale

The 'BBB' corporate credit rating assigned to Hawailan Electric Co. Inc. (HECO) reflects the consolidated
credit quality of HECO and its holding company, Hawaiian Electric Indusiries (HEI), whose operations are
limited to the ownership of HECO and American Savings Bank (ASB; '‘BBB'). HECO's 'strong’ business
profile reflects its ownership of regulated utility assets, which serve about 95% of Hawaii's poputation.
HECO's credit quality benefits from an exclusive franchise to serve retail electric customers, a strong fuel
and purchased power recovery mechanism, and an adequate regulatory environment whose framework
has the potential to change significantly with recently announced plans to revamp energy policies on the
island {discussed below). Key challenges to HECO's ratings include the execution of such plans and the
impacts on the company's financial performance as function of the weakening in the Hawaii economy.
The island economy is highly dependent on a limited number of industries, including tourism and
construction, and local economic indicators have begun to show signs of deterioration,

The consolidated financia! profile is "aggressive’, reflecting in part the very heavy debt imputation
Standard & Poor's Ratings Services applies to HECO for its long-term power purchase agreements
{PPAs). These obligations added about $469 million in on-balance-sheet debt 2007 and about $568
million beginning in March 2008 and reflect evergreening of PPA cbligations. (Consistent with our
published criteria, we assume that expiring PPA contracts are replaced with new ones at similar terms.)
While we apply significant debt obligations to HECO, we also recognize the historical reasons that have
led to HECO buying a substantial amount of its power supply from third-party suppliers and that the
regulatory recovery of capacity costs associated with these contracts has been supportive. Thus, our
‘BBB' ratings reflect consideration of the unique size of these obligations.

HECO serves Oahu; Maui Electric Co. (MECO) serves Molokai, L.anai, and Maui; and Hawaiian Electric
Light Co. (HELCO) serves The Big Island of Hawaii. {The utilities do not serve the island of Kauai, where
electric service.is provided by a cooperative.) Consolidated reported debt outstanding at HEI as of Sept.
30, 2008, was $1.21 billion (excluding bank borrowings), and is principally composed of HECO, MECO,
and HELCO unsecured debt that totaled of $904 million as of the same date. HEI also has $307 million of
unsecured medium-term notes to support parent and utility operations. Bank borrowings are managed by
ASB at the operating level.

In October the company entered into a massive energy policy agreement that will transform how the
islands procure electricity and what role HECO plays in procurement and new generation construction.
The Hawaii Clean Energy Initiative, or CEI, was signed by the state's governor; the State of Hawaii
Department of Business, Economic Development, and Tourism; the Division of Consumer Advocacy of
the State of Hawaii Department of Commerce and Consumer Affairs; and Hawaiian Electric Co. Inc. The
CEl sets forth ambitious energy goals that include:

» Introducing legislation that will increase renewable portfolio standards to 25% by 2020 (the goal
now is 20% now) and 40% in 2030 (a new standard);

https://www mycreditprofile standardandpoors.com/mysp/myspserviet?requestName=GetCrgDetail&calle...  11/26/2008
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e Pursuing the integration of approximately 1,100 MW of renewable energy sources, with 700 MW
to be implemented within five years;

® Constructing an undersea cable connecting Maui, Molokai, and Lanai into one electrical grid to
allow the integration of an additional 400 MW of renewable wind power;

o Converting HECO's existing fossil-generation to biofuel, with preferential purchasing provided to
local fuel suppliers;

¢ Installing advanced meters to implement time-of-use rates that reward customers with lower
electric rates for using power during off-peak times;

e Eliminating existing systemwide caps on net energy metering to allow customers to produce their
own renewable energy and obtain bill credits for excess generation;

¢ Implementing an energy efficiency portfolic standard, with administration of planned programs
shifting to a third party, rather than the utility; and

s Creating a feed in tariff by mid-2009 to promote distributed, smaller-scale renewable generation
such as solar photovoltaics.

To incentivize HECO to achieve these goals, the CEl contemplates several protections that may support
credit quality as the company transitions to this new model. These features include:

e Decoupling revenues from sales. This is a critical component of the plan from a credit perspective.
Without decoupling, HECO could expect to see lost revenues as its sales drop through energy
efficiency and off-grid investments. Decoupling is to be implemented beginning with the interim
decision in HECO's 2009 rate case, which is pending before the commission. HELCO and MECO
will file 2009 rate cases to implement decoupling for these utifities.

» Creating an energy infrastructure surcharge (CEIS) to recover costs. The CEIS would reset
annually and is designed to recover HECO's infrastructure investment required to support the
program. HECO may also use the CEIS to recover any costs stranded because of the CEI. This is
favorable as it provides the company with a clear mechanism for cost recovery and provides for
annual adjustments.

s Providing HECO with the opportunity to get construction work in progress (CWIP) treatment.
HECO may fite for CWIP, which the commission would need to approve on a project-by-project
basis.

e Funding energy efficiency programs through a public benefit charge that will be initially set at 1%
of utility total revenues in the first two years, rising thereafter. Administration of energy efficiency
programs will be shifted to a third party. This is a benefit for credit quality as it clearly delineates
the costs of achieving energy efficiency on the company bill and provides a funding vehicle for the
programs.

The CEI provides the framework and in places is specific on program design and implementation
schedules. Nevertheless, some of the details of major provisions, including the structure of the CEIS, will
be left to the commission to create on a timely basis. As a result, whether the CEl is ultimately credit-

| nautral for the company will depend on whether HECO is able to develop detailed implementation plans

| in partnership with the commission and stakeholders. For example, the commitment to decouple HECO's
rates in the CEl appears to be tentative, as the CEl clearly allows the commission to discontinue
decoupling if it is not "operating in the interest of ratepayers.”

Credit concems around the CE! focus on three areas: the feasibility of the plan and what the ramifications
are for HECO if it cannot meet the ambitious program outlined in the CE|, the costs of CEl and whether
ratepayers will ultimately be willing 1o bear them, and the potential impact on reliability.

The tevet of renewable, energy-efficiency, and distributed-generation investment is significant. Just
focusing ocn HECO (e.g., excluding goals for MECO and HELCO) the CE| would require 148 MW of
renewable installed by 2010, jumping to 890 MW by 2015. Similarly for energy efficiency and distributed
generation goals, 169 MW of measures would need to be in place by 2010, rising to 1,015 MW by 2015.
There are also concerns related to the feasibility of sourcing the tevel of biofuel that HECO will require.
Notably, the CEI does not include penalties for noncompliance with the CEl; we would expect this issue to
be taken up in future regulatory proceedings.

Itis unclear what the cost ramifications of such a program are and how it would compare with the state
maintaining its very high dependence on petroleum oil to meet energy needs. The majority of electric
power generated in Hawaii is produced through burning imported liquid fossil fuels. Fuel oil comprises
around 77% of the three utilities' power supply portfolio. From a ratings perspective, this has not been a
significant issue because a monthly fuel and purchased power adjuster has allowed the utility to stay
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current on its fuel recovery despite gyrations in the price of oil.

Butin 2008, customers have seen significant electric bill increases with increasing oil prices in the first
half of the year. Rate impacts caused by cil prices, which HECO cannot control, are inevitably a public
relations issue for the company that is difficult for it to manage. But given the current state of renewable
technology and the cost of biofuel, the CEl implicitly requires Hawail's residents to trade off higher electric
costs for less rate volatility. This is particutarly true over the next few years if oil prices continue in their
dedline as a function of recessionary pressures. Hawali already pays some of the highest rates in the
U.S. On the other hand, the plan may assist the state in managing the costs of carbon regulation. Rating
implications will focus squarely on the retail rate impacts of the initiative over time.

Electric system reliability will also need to be a major consideration going forward, as the issues
presented by integrating substantial intermittent sclar, wind, and distributed-generation resources is not
trivial. Moreover, HECO's long-term commitment to the HECO not to build more biofuel generation
without incremental retirement of the existing resources raises issues of how it can reliably meet load
growth, espegcially in the event that energy efficiency initiatives are lagged. Reserve margin issues have
been an ongoing concem in parts of the islands.

Also of interest is the state's intention to develop an undersea transmission cable as part of the CEl to
bring to Oahu wind power from to-be-constructed large-scale projects developed on other islands. (The
majority of the population resides on Oahu but wind resources are poor there.) Despite the fact that CEI
clearly tasks the state or a third party to undertake the development, construction, and operations of an
undersea cable, the initiative contemplates that HECO might be a co-partner in financing, and couid
possibly issue debt to support the project. The details on any such arrangement would be important to
credit quality, as HECO's balance sheet may not be able to withstand a large infrastructure investment of
this type. HECO's consoclidated debt profile already reflects significant leverage, in part due to our PPA
debt imputation. The CEl contemplates the company issuing preferred stock and hybrid offerings to fund
clean energy initiatives as a strategy to avoid the full impact of additional debt on the balance sheet. We
would note that aggressive use of hybrid or preferred offerings would likely lead to adverse rating
consequences.

The next few years are likely to be pivotal for company credit quality, as the CE| program details will likely
shape the company's financial position for years to come. We would note that going into the CEL, the
company is not well positioned financially. HEI's results were notably poor in 2007~ resulting in lower
consolidated financial metrics -- due to the need for sizable interim rate relief, which was granted by the
Hawaii Public Utilities Commission in late 2007 and began to improve ratios modestly in 2008.
Consolidated financial performance for HEI on a trailing 12-month basis ended Sept. 30, 2008, was
13.5% funds from operations (FFOY) to total debt, and 3.3x FFO interest coverage. Debt to total
capitalization is 61.5%, which reflects consolidated HEI operations.

We would expect 2009 results to be dampened by a slowing economy, which is expected to depress
electric sales. (Notably, any decoupling benefits the company may expect to see through the CEl are not
likely to be implemented before late 2008 or early 2010.) After months of not showing sizable economic
weakening relative to the mainland, Hawaii's major economic indicators are reflecting a significant
slowdown that began in mid-summer. According to the state’s tourism authority, visitor arrivals and visitor
days fell 9.1% and 7.6% year-to-date, respectively, compared with the same period in 2007. The authority
predicts visitor arrivats and visitor days will continue to decline 10.1% and 9.7%, respectively, for the full
year 2008 and further dectine by 1.9% and 1.7% in 2009; recovery will not begin until 2010. Visitor
expenditures also fell 7% during the same peried. Construction activities have also slowed down.
Hawalii's unemployment rate of 4.5% at the end of September 2008 continues to remain below the
nationa!l average of 6.1%. However, the decline in tourism is expected to result in further job losses in the
next year.

This softening in the economy, togsther with high prices of fusl oil year to date and conservation, has led
to a 1.2% year-to-date reduction of kilowatt-hour of sales, which management has publicly estimated to
have reduced earnings by $4 million after-tax for the nine months ended Sept. 30, 2008. We expect this
downward trend to continue going into 2009 and believe that the decline in sales volume could impact the
company's results of operations.

On the rate case front, all three utilities are awaiting final orders on interim rate relief award. HECO has
been awarded interim relief of $70 million based on its 2007 test year rate case, HELCO has been
awarded $25 million based on a 2006 test year rate case, and MECO has been awarded $13 million in its
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2007 test year rate case. Also, in July 2008, HECO filed a request for a general rate increase of $97
million - 5.2% over the current rates - based on a 2009 test year, an B.81% rate of retun, an 11.25%
raturn on average capital employed, and a $1.41 billon rate base. HECO's application requested an
interim increase of $73 million on or before the statutory deadline for interim rate relief and a step
increase of $24 million based on the return on net investment of the new combustion turbine generating
unit and recovery of associated expenses to be effective at the in-service date of the new unit, scheduled
for the end of July 2009. HECO's application will be expanded to address decoupling.

Short-term credit factors

The short-term corporate credit and commaercial paper (CP) rating on HEl and HECO is 'A-2'. HEI and
HECQ's liquidity has been strained as a function of increased short-term debt balances to support capital
expenditures. Given substantial deterioration in the credit markets, we would expect the company in the
next quarter to make efforts to increase its cash and available credit position through equity, debt
issuances, or via a new credit line facility as a defensive measure.

HEI and HECO have credit facilities of $100 million and $175 million, respectively. As of Sept. 30, 2008,
HEI had only $10 million in remaining capacity on its line {assuming capacity for CP balances is reserved
in the event of disruption in this market). HECO had $34 million. While consolidated cash and cash stood
at $166.7 million as of Sept. 30, 2008, most of this cash, about $128 million, resides at ASB, and bank
regulations would require certain tests to flow cash to HEI. HEI's cash balances are estimated to be $23.6
million, which include HECO's $14.8 million. Thus, total liquidity as of Sept. 30 is less than $65 million.

The company had exposure to $15 million in its credit facilities, but in the third quarter these obligations
were assigned to the Bank of Hapoalim BM. HEI and HECO do not face any remaining maturities in 2008
or 2009. Both HECO and HEF's unsecured revolving credit line expire on March 31, 2011.

Outlook

The stable outlook reflects our expectation that, for now, HECO appears to have reasonable but not
certain prospects for maintaining its existing financial profile, which is weak for the rating. Multiple near-
term challenges face the company and include the uncertainties of the cost and feasibility impacts of the
CEl, the potential for a significant reduction in electric sales in 2008 (due to economic contraction, energy
efficiency initiatives, and customer response to high prices}, and a recent softening in leading economic
indicators. These challenges suggest that a negative outlook or downward revision to the ratings could be
possible over the ocutlook horizon, as further weakening in the financial profile will not support ratings, and
near-term business risk will be elevated until the particulars of the CEl are in place and prove to be
supportive. Consistent, timely rate relief will continue to be key, and could offset or mitigate the effects of
a declining economic environment, but decoupling or other measures are not expected to be available to
the company before late 2009 or early 2010. Given these challenges, higher ratings are not foreseen
during the outlook horizan and would need to be accompanied by sustained and improved financial
performance.
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Hawaiian Electric Company, Inc.
Financial Ratios Based on Existing Purchased Power Agreements

Test Year 2009
[ Financial Risk Profile ]
HECO
. | Highly
Based on Strong Business Risk Profile Minimal Modest |Intermediate Aggressive Leveraged
Rating AA | AA- A4 A A - BBB + I BBB | BBB-}] BB+ BB BB - B+
Investment Grade Not Investment Grade
DOD-IR-54
WITHOUT Rate Relief page ref
Funds from Operations / Average Total Debt  14% p.2
Funds from Operations Interest Coverage 34x p.3
Total Debt / Totat Capital 56% Wr-2016p.4
WITH Rate Relief (50% risk factor for puchased power obligations)
Funds from Operations / Average Total Debt  19% P-4
Funds _from Operations Interest Coverage 42x p.5
Total Debt / Total Capital 56% WF-2016p.9
WITH Rate Relief (25% risk factor for puchased power obligations)
Funds from Operations / Average Total Debt  23% p.6
Funds from Operations Interest Coverage 51x p.7
. WP-2016 p.
Total Debt / Total Capital 51% 13
2O X
These ratios are based on the methodology used by S&P to calculate adjusted financial ratios for purposes of ratings analyses. The ratios take into account the debt <@ 8
equivalent (off-balance sheet purchased power and operating lease obligations). The rating guidelines are based on S&P's article "U. S. Utilities Ratings Analysis Now r‘ﬂ - El 'g
Portrayed in the S&P Corporate Ratings Matrix" filed as HECO-2014. Based on the S&P matrix, HECO proportionately assigned rating categories to financial ratios as 9 % Z o
follows: § -0
<) (]
BBB BBB- BB+ s 8
Funds from Operations / Average Total Debt 23.33% - 30% 16.67% - 23.33% 10% - 16.67% ~ g
Funds from Operations Intcrest Covernge 3.0x - 3.5x 2.5x-3.0x 2.0x-2.5x 2
Total Debt / Total Capital 50% - 45% 55% - 50% 60% -55% w
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